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Executive Summary

Purpose

Background

Each year the Department of Defense (DOD) provides billions of dollars
in material from its supply system to contractors to produce and main-
tain items, or to provide various services for the Armed Forces. Senator
Wilson and Senator Glenn, Chairman of the Senate Committee on Gov-
ernmental Affairs, requested that GAO examine DOD and military service
policies, procedures, and practices for acquiring and controlling this
government-furnished material (GFM). This report focuses on the U.S.
Navy and examines

its compliance with requirements to justify and document decisions to
provide material to contractors,

the adequacy of management controls established to validate and
approve contractor GFM requisitions, and

the adequacy of government oversight over GFM in the possession of
contractors.

GAO has issued separate reports on the Army and Air Force controls
over and accountability for GFM.

GFM includes parts, assemblies, and raw and processed materials used in
research, development, production, maintenance, and repair of final
products, such as tanks, aircraft, and ships. GFM is also used to support
services provided by contractors at military installations. Under the
Federal Acquisition Regulation, contractors are generally required to
provide material to complete a product and fulfill their contracts; how-
ever, the government provides GFM when it is considered to be in its best
interest. As of September 30, 1980, DoD estimated that U.S. Navy con-
tractors held about $6.2 billion of GFM.

The Navy allows contractors to requisition GFM directly from the pob
supply system by giving them special identification codes or by allowing
them to submit GFM requirements lists to Navy officials who approve
and submit requisitions to the DOD supply system. The Navy also allows
contractors to buy authorized GFM items from commercial sources.

Since the mid-1970s, GAO, DOD, and Navy audits have identified signifi-
cant problems in DOD’s management and control of GFM. In July 1978, the
House Committee on Appropriations recommended that DOD test a sys-
tem that would allow contractors to buy materials from its supply sys-
tem. However, contractors were reluctant to participate because of
financial risk. In 1981, poD directed each service to establish one or more
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Executive Summary

Results in Brief

GAO’s Analysis

management control activities to maintain central control over mainte-
nance contractors’ access to the supply system. In March 1986, pob
expanded the management control activity concept to include produc-
tion, research and development, and service contracts.

The Navy has reported the management of GFM as a material internal
control weakness in its fiscal year 1985, 1986, and 1987 reports to DOD,
which are required by the Federal Managers’ Financial Integrity Act of
1982. The 1987 report said that some corrective actions had been com-
pleted and others are in process.

Navy organizations have not complied with DOD instructions requiring
that the decision to provide GFM be based on sound rationale and be doc
umented before awarding a contract. In some cases, contractors were
authorized to requisition GFM without the Navy making a best interest
determination, even though commercial sources could provide the
materials.

The Navy has made little progress in implementing DOD policies for ade-
quately controlling GFM provided to contractors. Also, Navy contractors
did not have effective property control systems, and government over-
sight of these control systems was inadequate. Finally, the Navy has
made only limited progress in developing and implementing property
accountability and financial accounting systems that would adequately
account for the material provided to and used by contractors. These con-
trol weaknesses could result in the failure to report GFM valued in the
millions of dollars as potential excess material being held by contractors
and increase the potential for fraud, waste, and abuse.

GFM Provided Without
Adequate Justification

Even though it is government policy that contractors provide their own
material unless otherwise justified, the Navy has routinely provided
GFM, including readily available commercial items such as office sup-
plies, without adequate justification or evaluation. This situation
occurred in part because the Naval Supply System Command’s Aviation
Supply Office provided contractors all materials necessary for contract
performance. Reasons given for this included economy and expedited
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Executive Summary

repair. However, Supply Office personnel provided no written evidence
of any analysis supporting their decisions in specific situations.

Management Control
Activities Required by
DOD Not Fully
Implemented

In March 1981, pob directed the services to establish management con-
trol activities to provide management control and reporting systems per-
taining to maintenance contractors’ access to the supply system. DOD
expected the services to implement the management control activity
concept by November 1982; however, as of January 1988, the Navy had
not yet fully implemented the concept. For example, at the time of our
review, the Supply Office’s management control activity did not control
GFM requisitions for 80 of 117 maintenance contracts. In March 1986,
poD expanded the scope of the management control activity directive to
include all contracts. In January 1988, the Navy prepared a comprehen-
sive draft instruction which, if properly implemented, will improve
existing GFM control procedures for all contracts. However, no target
date for implementation has been established.

Management and
Accounting Controls Over
GFM Inadequate

The Federal Acquisition Regulation, Navy directives, and contract provi-
sions prescribe that contractors are responsible for establishing and
maintaining adequate property control systems to account for, control,
and safeguard GFM. Weaknesses in contractor controls over GFM have
been repeatedly reported in past audits and problems in this area con-
tinue. For example, contractors did not conduct required annual GFM
inventories or record all GFM on hand, removed, or transferred. Since
1985, a0 and Naval Audit Service reviews of GFM in the possession of
contractors identified over $286 million of GFM as being potentially in
excess of needs. Some of this material could have been used to satisfy
other requirements. For example, after GAO identified $8.5 million poten-
tial excess GFM under one contract, the contractor reviewed his GFM
inventory and identified $5.8 million as excess and cancelled $4.3 mil-
lion of material requisitions.

Government property administrators did not always provide adequate
oversight of GFM held by contractors. The administrators did not per-
form required annual property surveys and report contractor property
control system deficiencies, and contractors did not take corrective
actions on recurring problems. Some of these problems were due to a
lack of property administration personnel. For example, the Long Beach
Naval Regional Contract Center had no assigned property administra-
tors and had to rely on the military installations it served to provide
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Recommendations

Agency/Contractor
Comments

property administration. Of the 120 military installations served, only
one had a property administrator.

Since 1967, poD and the services have been criticized for not having
established property accountability and financial accounting controls
over GFM. We recommended in 1980 that accounting systems be estab-
lished that adequately account for the quantity and value of GFM autho-
rized and provided to contractors and use of the material by the
contractors. DOD took action on these recommendations. The Navy has
taken some steps to improve property accountability over GFM. How-
ever, much more needs to be done in the areas of contract and property
administration. In the area of financial accounting for GF™, the Navy has
not yet met DOD’s accounting manual requirements.

GAO recommends that the Secretary of the Navy

require decisions to allow contractors to obtain GFM to be justified in
advance and adequately documented to demonstrate that they are in the
government’s best interest from a cost-effectiveness or other critical
standpoint;

ensure that Navy contractors and organizations fully comply with and
enforce the Federal Acquisition Regulation and poD and Navy policies on
authorizing, issuing, and overseeing GFM;

further improve accountability for GFM and implement the financial
accounting system required by poD; and

continue reporting controls over GFM as a material weakness area in the
annual Federal Managers’ Financial Integrity Act report to DOD until cor-
rective actions are completed.

We received official oral comments from DoD and written comments
from three contractors. These comments were incorporated, where
appropriate, in the report. DOD generally concurred with our findings

and recommendations and outlined corrective actions to be taken by DoD
and the Navy.

We believe that the proposed actions, if implemented properly and in a
timely fashion, will help to alleviate the long-standing problems pertain-

ing to the management controls, accountability, and financial accounting
for GFMm.
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Chapter 1

Introduction

Government-
Furnished Material

On May 23, 1986, we issued a report on problems we identified in
Department of Defense (DOD) inventory management practices.! As a
result of that report, Senator Pete Wilson, then Chairman of the Senate
Committee on Armed Services’ Task Force on Inventory Management,
requested that we identify the magnitude of those problems. Subse-

One of the problems we identified involved controls over contractor
access to the DOD supply system. This problem caused concern because a
large number of contractors have had almost unlimited access to govern-
ment-furnished material (GFM) provided through the supply system.

GFM consists of assemblies, components, parts, and raw materials that
may be incorporated into an end item, such as an aircraft or ship, or
consumed in performing a contract. GFM, with few exceptions, is pro-
vided without cost to the contractor, and its cost to the government is
not usually included in the contract price. When GFM is issued to the con-
tractor, DOD considers it expended and generally deletes it from govern-
ment records. The contractor then becomes responsible for maintaining
the government’s accountable records for the GFM in its possession. The
exact amount of GFM currently in the possession of DOD contractors is
unknown; however, DOD estimated (as of September 30, 1980) that it
was about $14 billion.2 Of that total, about $6.2 billion was estimated to
be with Navy contractors.

As one means of accomplishing its mission, the Navy contracts with pri-
vate companies to produce, maintain, and repair its equipment and to
provide services to support the Navy worldwide. The Navy may elect to
furnish from DOD inventories the parts and other materials necessary to
perform these contracts. The Navy’'s Aviation Supply Office (As0), for
example, authorizes GFM in its contracts for maintenance and repair of
aircraft and their components. Also, Navy commands and bases author-
ize GFM for contractors that provide such services as producing and

'Inventory Management: Problems in Accountability and Security of DOD Supply Inventories (GAQ/
NSIAD-86-106BR, May 1986).

“We testified in a hearing before the House Committee on Government Operations on March 6, 1985,
that this figure was probably understated. On February 6, 1987, we asked DOD for an update of this
figure. However, on April 9, 1987, DOD replied that although such data have not been collected by
DOD and the services, actions were underway to do so. In February 1988, DOD provided us with its
results. DOD estimated that as of September 30, 1986, the DOD total had grown to about $16.1 billion
and the Navy total to about $7.7 billion. DOD also informed us that the totals included material
acquired by contractors from commercial sources with government funds.
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Introduction

maintaining weapons systems, maintaining base equipment and facili-
ties, and supporting test range operations.

To enable contractors to obtain GFM, the Navy assigns them DOD Activity
Address Codes, which allow access to the DOD supply system. As of May
1987, the Navy had assigned over 1,000 of these codes to various con-
tractors. Contractors can use their codes and follow standard DoD requi-
sitioning procedures to obtain materials directly from the government
supply system.? Contractors can also obtain GFM by submitting require-
ments lists to Navy officials, who approve, prepare, and submit requisi-
tions to DOD's supply systems, or by buying authorized GFM items from
commercial sources and be subsequently reimbursed by the Navy.

Federal and Defense Acquisition Regulations authorize GFM to be pro-
vided to contractors when it is determined to be in the best interest of
the government for reasons of economy, standardization, production
expediency, and other appropriate circumstances. The regulations state,
however, that maximum reliance is to be placed on contractors to pro-
vide all material necessary to accomplish government contracts. The
Federal Acquisition Regulations (FAR) and DOD instructions require that
decisions to provide GFM be justified in writing.

The FAR and individual contract provisions specify contractor and gov-
ernment responsibilities for controlling, protecting, preserving, main-
taining, and accounting for GFM. To satisfy these requirements,
contractors are to establish and maintain property control systems,
which are subject to review and approval by the government’s property
administrators. Property administrators are to perform annual surveys
of the contractor’s property control system covering 10 categories, such
as acquisition, use, consumption, receiving, and record-keeping.

Since contractors generally maintain the government’s official accounta-
ble records for GFM in their possession, the contractors’ property control
systems need to accurately account for this material.

3For purposes of this report, the government supply system includes materials managed by the mili-
tary services, Defense Logistics Agency, and General Services Administration. For example, within
the Navy, the system includes wholesale activities—inventory control points. such as the Aviation
Supply Office and Ships Parts Control Center, and Navy supply centers—and retail activities. such as
Navy ships and base supply organizations.
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Previously Reported
Weaknesses in
Managing GFM

Chapter 1
Introduction

During the 1970s and 1980s, GAO, DOD, and Navy audits have identified
significant weaknesses in the management and control of GFM by DoOD
and the Navy. Some of the weaknesses reported since 1976 follow:

In 1976, a Defense Supply Agency audit (now Defense Logistics Agency)
of the adequacy of DOD and contractor controls over GFM at 66 selected
contractors concluded that (1) contractors’ handling of GFM needed
improvement, (2) government surveillance of contractors’ property con-
trol systems was inadequate, and (3) government property administra-
tors did not receive sufficient guidance to effectively review contractor
property control systems. The report also identified numerous contrac-
tor deficiencies, including the use of GFM on commercial contracts, exces-
sive use of high priority designators to requisition and transport
materials for contract performance, acquisition of GFM in excess of con-
tractual needs, and GFM not reflected on contractor stock records.*

In 1978, the Defense Audit Service (now part of DoD’s Office of the
Inspector General) reported that long-standing deficiencies continued in
(1) the acquisition and use of GFM by contractors and (2) the govern-
ment’s oversight of GFM. The report concluded that in view of these long-
standing deficiencies, DOD should limit contractors’ access to the DoD
supply system and require the contractors to buy the material.’

From 1976-87, the Naval Audit Service issued at least 16 reports that
identified the following deficiencies relating to GFM (1) contractors’
property control systems were inadequate for a variety of reasons,
including failure to provide for physical inventories; (2) government
property administration responsibility was not properly assigned and
the annual property system surveys were inadequate, incomplete, or not
performed; and (3) GFM in excess of contract needs was found in the
contractors’ possession.

Table 1.1 shows the frequency and recurring nature of GFM weaknesses
in the 16 reports.

4 Audit of Government-Owned Material at Selected Overhaul and Maintenance Contractors (Report
No. 77-40, Oct. 1976).

" Administration of Maintenance, Overhaul, and Repair Contracts (Report No. 890, May 1975,
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Table 1.1: GFM Weaknesses Reported by the Naval Audit Service

Audit Report

Reported weaknessess
Contractor’s Inadequate
property property
system administration Excess GFM

1. Supervisor of Shipbuilding, Conversion and Repair, USN, Newport
News Shipbuilding and Drydock To., Newport News, Va. (Aug. 1976)

2. Aviation Supply Office, Philadelphia, Pennsyivania, Supply
Management {(Oct. 1978)

3. Supervisor of Shipbuilding, Conversion and Repair, Pascogula, Miss.
(Mar. 1979)

4. Fleet Combat Direction Systems Support Activity, Dam Neck, Virginia
Beach, Va. (July 1979)

5. Multi-Location Audit of Aviation Supply Offices’ Management of GFM
(Nov. 1979)

6. Supervisor of Shipbuilding, Conversion and Repair, USN, Newport
News, Va. (Apr. 1980)

7. Naval Plant Representatives’ Office, Lynn Mass. (Apr. 1980)

8. Office of Naval Research, Western Regional Office, Pasadena, Calif.
(Dec. T98T)

9 Place | of the Interservice Audit of Government Furnished Material in
the Possession of Coniraciors and Grantees {Aug. 1983)

10. Audit of Government Furnished Property in the Possession of
Contractors and Grantees (Sept. 1983)

11. A Review of Procurement, Property, and Other Seiected Functions at
the Supervisor of Shipbuilding, Conversion and Kepair, USN, New
Orleans, La. (June 1984)

12. Contract Administration, Procurement, and Other Selected Functions
at the Naval Plant Representative Office, Stratford, Conn. (May 1985)

13. Internal Controls, Contract Administration, Property Administration
and Financial Management at Naval Plant Representative Office, TLaurel,
Md (Mar. 7980)

14 Addendum to: Contract Administration, Procurement, and Other
Selecled Functions at the Naval Plant Representative Office, St Louis,
Mo. (Aug. 198b)

15. Selected Aspects of Range Operations at the Pacific Missile Test
Center, Pt. Mugu, Calif. {Sept. 1986}

16. Contract Administration, Procurement, and Other Selected Functions
at the Naval Plant Representative Office, Bethpage, N.Y. {June T987)
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Prior Congressional
Interest

Also, in 1985, 1986, and 1987 reports to DOD under the Federal Mana-
gers’ Financial Integrity Act of 1982 the Navy has recognized problems
in the management of GFM.

The lack of accountability and control over GFM was also the subject of a
House Committee on Appropriations hearing on the fiscal year 1979
Defense appropriations request. The subsequent report (No. 95-1398),
issued on July 27, 1978, questioned the practice of providing mainte-
nance contractors with excessive authority to requisition GFM. The Com-
mittee requested that DOD test a concept that would allow contractors to
use the DOD supply system but would require them to pay for materials
requisitioned. DoD tested the concept and found that contractors were
reluctant to participate due to the associated financial risk. The then
Deputy Assistant Secretary of Defense for Logistics and Material Man-
agement recommended that some alternative means be used to control
access to the DOD supply system.

In March 1981, pop issued an instruction (Dobp1 4140.48) entitled “Con-
trol of Access to DOD Material Inventories by Maintenance Contractors,”
which directed each service to establish management control activities
{McA) to maintain control over maintenance contractors’ access to the
DOD supply system by ensuring that only authorized material was pro-
vided under the terms of the contract. To maintain this control, each mca
was to identify all maintenance contracts authorizing GFM and to vali-
date and approve contractor requisitions prior to processing. The Navy's
implementing instruction, the Naval Supply Systems Command Instruc-
tion 4440.169, with the same title as the poDI, was issued in May 1983.

The Subcommittee on Legislation and National Security, House Commit-
tee on Government Operations, held a hearing in March 1985 on govern-
ment-furnished property provided to defense contractors. In its May
1985 report (No. 99-139) entitled Costly Failure to Control Government
Property Furnished to Contractors Remains Uncorrected, the Subcom-
mittee recommended, in part, that (1) poD efforts to install appropriate
accounting controls over government-furnished property be accelerated
and (2) plans for implementing the MCA concepts contained in DODI

“"The purpose of the act was to establish a system of internal accounting and administrative controls
to provide reasonable assurance that (1) funds, property. and other assets are safeguarded against
waste, loss, and unauthorized use or misappropriation; (2) revenues and expenditures are properly
recorded and accounted for; and (3) obligations and costs comply with applicable law. The act
requires DOD to report to the Congress annually on its internal control weaknesses. The annual
reports are based on reports submitted by the services and Defense agencies.
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Objectives, Scope, and
Methodology

4140.48 be expedited and the control requirements extended to produc-
tion and supply contractors.

In March 1986, popt 4140.48 was revised and extended to cover all types
of contracts (for example, production, research, and development) for
both base and centrally awarded contracts. DOD plans to implement the
new instruction in phases, starting with maintenance and production
contracts awarded at the wholesale level before going on to service con-
tracts awarded at the retail level. In January 1988, the Navy was in the
process of drafting and coordinating their implementing instruction.

Our objectives were to evaluate the Navy's controls over GFM provided
to its contractors. Specifically, we

determined if the Navy had properly implemented the FAR and DOD pol-
icy requirements to justify and document decisions to provide contrac-
tors with GFM;

evaluated the adequacy of Navy controls established to validate and
approve contractor GFM requisitions; and

assessed the adequacy of controls over GFM in the possession of contrac-
tors at the place of contract performance. '

To determine if the Navy adequately justified and documented the need
to provide contractors with GFM, we visited the Office of the Assistant
Secretary of Navy (Shipbuilding and Logistics), four major commands,
one Navy program office, the Aviation Supply Office, and one Naval
Regional Contracting Center. At these locations, which were judg-
mentally selected, we obtained the policies on providing GFM, the con-
tractual authorization terms, and the value of GFM provided. We
discussed with responsible officials their rationale for providing GFM and
evaluated written GFM justifications for selected contracts to the extent
they were available.

To determine if the Navy reviews and approves requisitions for GFM, we
visited the Navy Accounting and Finance Center, the Aviation Supply
Office, the Ships Parts Control Center, one Naval Plant Representative
Office, the Strategic Weapons Facility Pacific, one naval air station, and
one naval base. At these locations, which were judgmentally selected,
we reviewed the Navy’s procedures and, in some instances, tested the
application of GFM procedures.
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Department of the Navy

Department of the Air Force

To assess the controls over GFM provided to contractors, we visited the
Aviation Supply Office, one naval regional contracting center, the Stra-
tegic Weapons Facility Pacific, one Naval Plant Representative’s Office,
one Air Force Plant Representative’s Office, one naval air station, one
naval base, and six judgmentally selected contractors. At the contrac-
tors, we documented the internal control weaknesses identified in the
government property administrators’ annual system survey reports and
determined whether 4 of 6 ongoing contracts included potential excess
GFM. Also, we obtained information on the Navy’s property accounting
system.

We focused on two maintenance contracts, three service contracts, and
one multi-type maintenance, production, and service contract. We dis-
cussed matters pertaining to the contracts that we reviewed with some
contractor officials. We did not include production contracts because of
ongoing Naval Audit Service work in this area.

We conducted our review between April 1986 and January 1988 at the
following Defense locations:

Office of the Assistant Secretary of the Navy (Shipbuilding and Logis-
tics), Washington, D.C;

Navy Accounting and Finance Center/Assistant Comptroller, Financial
Management Systems, Washington, D.C;

Naval Audit Service, Washington, D.C.;

Naval Air Systems Command, Washington, D.C;

Naval Facilities Engineering Command, Washington, D.C.;

Naval Sea Systems Command, Washington, D.C.;

Naval Supply Systems Command, Washington, D.C;

Strategic Systems Program Office, Washington, D.C.;

Aviation Supply Office, Philadelphia, Pennsylvania;

Pacific Missile Test Center, Naval Air Station, Point Mugu, California;
Naval Plant Representative Office (NAVPRO), Stratford, Connecticut;
Naval Regional Contracting Center, Long Beach, California;

Ships Parts Control Center, Mechanicsburg, Pennsylvania;

Strategic Weapons Facility Pacific, Bremerton, Washington;

Naval Air Station, Point Mugu, California; and

Naval Submarine Base Bangor, Bremerton, Washington.

Air Force Plant Representative Office at Hughes Aircraft Company, El
Segundo/Long Beach, California.
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Table 1.2 lists the six contractors, the location where contract work was
performed, the contracts reviewed, and the GFM inventory balances asso-
ciated with each contract.

Table 1.2: Contractors/Contracts
Selected tor Review

Dollars in millions

GFM inventory

balance
Contractor Contract reviewed Asof Amounts
Computer Sciences Corporation Point Mugu, NOO123-87-C-0383 1/87 $2.5
Calif.
Hughes Aircraft Company E! Segundo/Long NOO383-87-G-7829 1/87 12.2
Beach, Calif.
Lockheed Missile and Space Co, inc. Naval NOO030-86-C-0087 02
Submarine Base Bangor Bremerton, Wa.
Pan Am World Services, Inc. Naval Submarine N62474-81-C-8831 08
Base Bangor Bremerton, Wa.
RCA Service Company Point Mugu, Calif. NOQ123-87-C-0391 4/87 1.0
Sikorsky Aircraft Division Shelton, Conn. NOO383-86-G-6893  10/86 17.7

2The Navy, not the contractors, maintained the official government property records at these locations
Contractors requisition the material only when needed for actual use.

We tested for potential excess GFM at two contractors by using the sam-
pling procedures set forth in section $3-402.8, Armed Services Procure-
ment Regulation, supplement 3, and projected the test results on a 95-
percent confidence level. For two other contractors, we computed the
excesses based on contractor-reported information on material usage
and stockage levels.

We have issued separate reports on the Army and Air Force controls
over and accountability for GFM.”

Our review was conducted in accordance with generally accepted gov-
ernment auditing standards.

“Internal Controls: Status of Army Efforts to Control Contractor Access to the DOD Supply System
(GAO/NSIAD-88-98, Mar. 11, 1988); and Internal Controls: Air Force Can Improve Controls Over
Contractor Access to DOD Supply System (GAO/NSIAD-88-90, Mar. 18, 1988).
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Chapter 2

Navy GFM Authorization and Requisitioning
Control Procedures Are Ineffective

GFM Policy

Lack of Compliance
With Policy

Navy controls over contractors’ access to the DOD supply system are
exercised through contractual GFM provisions and Navy review, valida-
tion, and approval of contractors’ requisitions. The Navy has not effec-
tively controlled contractors’ access to DOD’s supply system because (1)
it has authorized and provided GFM, including readily available commer-
cial items, without adequate evaluation and written justification and (2)
it does not have the management and control systems required by DOD to
adequately control GFM requisitions.

The FAR and DOD, and Navy regulations require that contractors provide
the material necessary to accomplish their contracts, except when it is
determined to be in the best interest of the government for reasons of
economy, standardization, production expediency, and other appropri-
ate circumstances. If, for example, the Navy had an oversupply of a par-
ticular item needed for contract performance, it would likely be prudent
to provide the item as GFM rather than have the contractor purchase an
identical item and include his costs in the contract price. Similarly, if the
supply system has an item that is military-unique or not readily availa-
ble from commercial sources, the Navy would furnish the item as GFM.

DoDI 4140.48, pob! 4100.33 (Commercial Activities Program), and the
Naval Supply Systems Command Instruction 4440.169 state that excep-
tions to the basic FAR policy requiring contractors to provide all material
necessary to accomplish their contracts to be supported by sound ratio-
nale and be documented in writing.

The Navy activities we visited generally did not comply with the policy
requiring that the decisions to provide material be based on sound ratio-
nale and be documented in writing.

We reviewed eight randomly selected maintenance contracts awarded by
the Navy’s Aviation Supply Office that relate to repair and modification
of aircraft components and assemblies. In all eight we found that the
Navy had provided the GFM to the contractors but had not prepared the
required detailed analyses or written documentation. The policy was not
being followed because Aso inventory managers told us that ASO’s proce-
dure, in recent years, was to provide contractors with the materials nec-
essary for contract performance. Their reasons for following this
procedure included the following:
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Government parts, ordered in large quantities, are less expensive than
contractor purchases in small quantities.

Contractors are reluctant to purchase materials that may not be used
during contract performance.

Contractors can accomplish maintenance and repair in a shorter period
of time when material is furnished.

These reasons for providing GFM may be valid in specific contracting sit-
uations. However, we found no evidence of any Navy analysis showing
that they applied to the specific contracts we reviewed. In December
1987, Aso officials stated that they were attempting to maximize the
repair parts contractors will furnish as materials on new contracts.

We also found that the Navy provided material for production, research
and development, and service contracts, but had not prepared the
required detailed analyses or written documentation. We reviewed the
basis for providing GFM to three contractors located at Point Mugu Naval
Air Station and Naval Submarine Base Bangor and found that the deci-
sion to provide GFM was not documented as required by pob1 4100.33.
These contractors were provided GFM and authorized to purchase com-
mercially available items under the terms of their contracts when GFM
was not available from the supply system. For example:

Contract terms with Computer Sciences Corporation, which performs
test range support at Point Mugu, authorized the contractor to obtain all
materials, such as office and other miscellaneous supplies, as GFM. The
contract also authorized the contractor to purchase such materials from
commercial sources when operational requirements precluded obtaining
the material from government sources and when government material
was not readily available. During the 18-month period ending March
1987, the contractor obtained $1.1 million in GFM through base supply
and purchased additional materials, including office supplies, worth
$0.7 million from commercial sources.

Contract terms for Lockheed Company, which performed Trident mis-
sile production, maintenance, and other related services at the Subma-
rine Base Bangor, authorized the contractor to obtain all materials
necessary for contract performance as GFM, except certain categories of
items such as (1) hand tools and accessories, (2) office supplies, (3) gas,
oil, and lubricants, and (4) personal clothing and safety items. Lockheed
obtained about $500,000 of GFM during fiscal year 1986 from the Navy’s
Strategic Weapons Facility Pacific. The items obtained by Lockheed
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Navy Has Not
Implemented the
Management Control
Activities Required by
DOD

included such readily available commercial items as typewriter paper,
plastic bags, and varnish brushes.!

Without a written justification it is difficult to determine whether the
decision to authorize some materials, such as office supplies, as GFM was
in the best interest of the government. Furthermore, the fact that the
matnrial arag arrailahla fram aammaraial gnireng inAdicatag that +ha Naxrer
1llaiTilal vwwad aValiaillT 11Ul CULILLITL ULAL DUULLTD 11Ul alcd uilal LT navy
should have used sound rationale and documented its decision before
authorizing the material as GFM.

The Navy does not have the management and control systems required
by DOD to adequately control GFM provided to contractors. DOD policy
requires the services to establish MCAs to control government-furnished
material requisitions on all contracts. oD issued instructions in 1981
that required the services to establish MCAs to control government-fur-
nished material provided to maintenance contractors, and it had
expected implementation by November 1982. In March 1986, pDob issued
revised instructions, expanding the scope of the instruction to include all
contracts for such areas as production, research and development, and
service,

Navy’s Control Over
Maintenance Contracts

In March 1981, pop issued an instruction, bobl 4140.48, entitled *‘Control
of Access to DOD Material Inventories by Maintenance Contractors.”’ The
instruction applied only to GFM provided to maintenance contractors,
and DOD expected the controls to be in place by November 1982. Specifi-
cally, the instruction requires DOD components to establish one or more
automated internal control mechanisms, called management control
activities. The Mcas are to

validate and approve all maintenance contractor requisitions;

reject all requisitions that do not comply with contract terms;

pass approved requisitions to appropriate DoOD supply sources for action;
maintain a contract, requisition, and shipment status history file that
serves as an auditable record of GFM transactions; and

provide DOD contract administration offices with a semiannual report of
GFM shipments to contractors and the number of requisitions rejected.

'In comments on our draft report, the contractor stated that some of the brushes and plastie bags
were military specified items.
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In May 1983, the Navy issued an implementing instruction for establish-
ing Mcas for maintenance contracts. The instruction required that Mcas
be established at its ASo, Philadelphia, Pennsylvania, for aviation mate-
rials; and Ships Parts Control Center, Mechanicsburg, Pennsylvania, for
nonaviation material.

\viation Supply Office

As of January 1988, the Supply Office had not yet fully implemented an
MCA. At the time of our review, the ASO served 117 maintenance con-
tracts. The specific value of GFM provided in support of these contracts
was unknown.2 The MCA manually controlled 37 contracts but did not
control the remaining 80 contracts. For the 37 Mca-controlled contracts,
the responsibilities assigned to the Mca were similar to those outlined in
the DOD instruction.

We did not test how effectively the MCA carried out its responsibilities,
because at the time of our review, the As0 was in the process of auto-
mating its management control function.

For the contracts not covered by the MCA, the Navy’s review and
approval procedures for GFM requisitions varied. A brief description of
the procedures used in two contracts follows.

Hughes Aircraft Company, which was performing a Navy aviation main-
tenance contract at its El Segundo and Long Beach, California, facilities,
prepared and submitted quarterly GFM requirement listings to ASO inven-
tory managers. The inventory managers reviewed the listings, annotated
their recommendations, and returned them to Hughes. The company
then prepared and submitted the GFM requisitions to the DoD supply sys-
tem. The government’s property administrator validates the contractor’s
GFM requisitions during annual surveys. He did not report any discrep-
ancies in the fiscal year 1986 annual survey report.

Sikorsky Aircraft Division, which was performing a contract for over-
haul and repair of helicopter components at its Shelton, Connecticut,
facilities, prepared GFM requisitions, verified that each item requisi-
tioned was authorized by the contract, and forwarded the GFM requisi-
tions to the cognizant Naval Plant Representative Office (NAVPRO).
Without any internal review, NAVPRO submitted the government-fur-
nished material requisitions into the DoD supply system. NAVPRO officials

“The ASO estimated that it had provided about $133 million of GFM to its contractors between Octo-

ber 1985 and August 1986. The ASO does not collect information on the value of GFM provided on
each individual contract.
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told us that they did not have the personnel to perform review of the
large volume of requisitions processed. We found that Sikorsky’s proce-
dures for determining GFM quantities resulted in Sikorsky ordering
larger quantities than needed, which contributed to the contractor hav-
ing excess GFM. (See ch. 3.) NAvPRO and contractor officials agreed that
they had ordered more GFM than was needed.

The AsO has begun developing a new McA system. The Navy stated that
because of the volume of requisitions, there was a need to automate the
Supply Office’s MCA system. A project to automate the ASO management
control activity, called the Contractor Aviation Material Management
System, was started in January 1987. The system will cover mainte-
nance and production contracts. It will validate material requirements,
generate requisitions, and generate the purchase request if material is
not available from the DOD supply system. The ASO projects the system
to be fully operational by December 1989. The development of the sys-
tem has not progressed far enough for us to test its effectiveness.

Ships Parts Control Center

The Ships Parts Control Center had not established an MCA as required
by DOD and Navy instructions for its maintenance contracts. The
Center’s policy was to have contractors provide the material, except
when it was considered to be in the government’s best interest to pro-
vide GFM. According to the Navy 1983 instruction, the Control Center
should have established an Mca because it provided government-
furnished material to some maintenance contractors. Center officials
stated that they had not established an Mca because they provided little
GFM in response to contractor requisitions.

If the January 1988 Navy draft instruction discussed below is imple-
mented, GFM requisitions filled by the Center will have to be reviewed
and approved by an MCA.

Navy’s Controls Over
Nonmaintenance Contracts

The March 1986 revised pOD instruction expanded its scope to include
the screening of GFM requisitions by Mcas for all types of contracts in
such areas as production, research and development, and service. bOD
expected the services to implement the revised instruction in phases,
starting with research and development and production contracts and
ending with service contracts performed on military installations.
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In January 1988, the Navy prepared a draft instruction based on the
1986 pob instruction. This draft instruction, if properly implemented,
will go a long way toward standardizing existing GFM requisition review
and approval procedures for all contracts, which our review showed are
currently not in place. Procedures at two contractors are described
below.

Computer Sciences Corporation, which was performing a test range sup-
port contract at the Navy’s Missile Test Center, Point Mugu, California,
was permitted to prepare and submit requisitions for GFM valued at less
than $5,000 directly to base supply at Point Mugu without any review
by the Test Center. For GFM requisitions with a higher value, the con-
tractor was required to prepare and submit requisitions to the Center
for approval. For approved requisitions over $5,000, the Center
returned items to the contractor for submission to Point Mugu base
supply.

For the 18-month period ending March 1987, the contractor received
about $1.1 million of GFM. Of 26 requisitions we judgmentally selected
for review, 4 exceeded $5,000. For 2 of the 4, the Center’s approval had
not been obtained. Center officials told us that they plan to establish
procedures requiring review and approval of all contractor GFM requisi-
tions. In its response to our draft report, the contractor stated this pro-
cedure has been established.

Pan Am World Services, Inc., which was performing a service contract
at the Navy Submarine Base Bangor, prepared, approved, and submitted
requisitions directly to base supply. These requisitions were subjected to
an “after-the-fact review” by the base property administrator. The
property administrator found that Pan Am was only requisitioning the

materials necessary for each project under the contractually approved
tasks.
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Effective management, accountability, and financial controls over GFM
have not been adequately maintained by the Navy and its contractors as
required by government and DOD policies. We found that the Navy and
its contractors were unable to account for and did not properly control
GFM. These conditions have been reported over several years without
major improvements in these areas.

Our work and recent Naval Audit Service reports identified potential
excess GFM at contractor locations. We found over $18 million of poten-
tial excess GFM under four contracts, and the Naval Audit Service identi-
fied an additional $268 million of potential excess GFM at two contractor
locations. Also, we and the Naval Audit Service disclosed deficiencies in
contractor property control systems and in the government'’s oversight
of the systems. As a result, the Navy did not have visibility over mil-
lions of dollars of GFM in the possession of contractors. Therefore, Navy
inventory managers could not redistribute unneeded GFM at contractors’
plants to meet other, possibly higher priority, requirements elsewhere.

In addition, since 1967 we—as well as congressional committees—have
recommended that DOD and the services establish adequate property
accountability and financial controls over GFM. The Navy has made some
progress to improve property accountability, but much more needs to be
done in the areas of contract and property administration. In the area of
financial controls, the Navy has yet to establish an accounting system
that would meet DOD’s requirements.

Navy reports on internal control weaknesses, which are required under
the Federal Managers’ Financial Integrity Act, did identify some of these
weaknesses over GFM.

Potential Excess
Material Provided to
Contractors

Contractors are required to promptly report government-furnished
materials to the government that is excess to their needs for contract
performance. Also, DOD policy requires property administrators to
ensure that contractors promptly report excess GFM. The Naval Audit
Service and various contractors have defined potential material
excesses as occurring when (1) no material is used during a 12-month
period or (2) the on-hand material balances exceed material use for a 12-
month period.

Our work and recent Naval Audit Service reviews identified significant
potential excess GFM in the possession of Navy contractors that had not
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been reported as excess. Using the Naval Audit Service and various con-
tractor criteria, we identified about $18.6 million of potential excess GFM
under four contracts involving four contractors.

Table 3.1: Potential Excess GFM

.|
Dollars in millions

Dollar value of potential

Contractor excess GFM
Hughes Aircraft Company, El Segundo/Long Beach, Calif. $85
Sikorsky Aircraft Division, Shelton, Conn. 71
Computer Sciences Corporation, Point Mugu, Calif. 24
RCA Service Company, Point Mugu, Calif. 06

$18.6

A discussion of the causes for the potential excesses and the companies
actions to reduce the excesses follows.

At Hughes Aircraft, company officials told us that most of the $8.5 mil-
lion of potential excess material resulted from (1) Navy transfers of
material to Hughes when it first assumed contract operations and (2)
Navy transfers of material from prior contracts without determining
whether the material was needed on the current contract.

Subsequent to our review, Hughes officials advised us that they
reviewed the GFM inventory pertaining to the contract for excesses. They
determined that at least $5.8 million was excess to contract needs and
they requested disposition instructions from the aso for it. They also
told us that a review of outstanding requisitions for the contract
resulted in cancellation of $4.3 million of material.

At Sikorsky Aircraft Division, where the potential excess material
amounted to $7.1 million, we determined that Sikorsky requisitioned
excessive GFM quantities when it considered the inventory balances,
prior years usage, and their forecasted GFM requirements. Navy and con-
tractor officials agreed that there was potential excess GFM and that
more GFM was ordered than was needed. The Navy and the contractor
are now determining the exact amount of excess GFM and what to do
with it.

At Computer Sciences Corporation, contractor officials told us that the
$2.4 million of potential excess material was caused by (1) Navy trans-
fers of material to them when they first assumed contract operations,
(2) the need for them to maintain some material as insurance against
unforeseen circumstances, and (3) Navy requirements for maintaining a
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certain amount of stock on hand. We found that some of the Navy stock
requirements exceeded the contractor’s 12-month material usage.

In its response to our draft report, the contractor further elaborated on
the reasons for retaining the $2.4 million of potential excess material.
The contractor stated that $0.65 million of the $2.4 million was consid-
ered to be insurance items by them and $1.3 million was for spares
required by the Navy’s Trident program. The remainder, $0.45 million,
was retained for other reasons. The contractor acknowledged that the
documentation for the $0.65 million was inadequate to make an accurate
assessment of the actual excess.

At RCA Service Company, we determined that the $0.6 million of poten-
tial excess occurred because the contractor maintained more stock on
hand than it used during a 12-month period. For example, in one case,
RCA had 25 nose cones for aerial targets in stock, but only 3 were used
during a prior 12-month period. According to Navy officials, other fac-
tors contributing to the potential excess were similar to those discussed
in the Computer Sciences Corporation example. They added that the
Navy plans to review the potential excesses we identified.

In its response to our draft report, the contractor stated that much of
the potential excess material was associated with items needed to pro-
tect against extended delays in procurement of these items (long lead
time items). Also, salvage of usable components from damaged targets
could have contributed to the potential excess. Regarding our nose cone
example, the contractor stated that the number of nose cones in stock
consisted of five different types and a small supply of each had to be
kept on hand to support specific mission requirements. The contractor
also stated that usage data for the cones were only maintained to docu-
ment complete replacement of nonrepairable nose cones and did not con-
sider refurbished nose cones that were subsequently used. As a result of
our work, the contractor revised his stock records to more accurately
reflect the actual conditions.

The Naval Audit Service also reported substantial amounts of GFM
excess to production and maintenance contractor needs.

A June 1987 report noted that the contractor (Grumman Aerospace Cor-

poration) retained about $114.5 million of material from completed con-
tracts and held an additional $7.1 million in material for which there
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Weaknesses in
Contractor Controls
Over GFM

had been no demand for a 12-month period.! The report concluded that,
as a result, the government (1) may have been unnecessarily charged for
storage costs and (2) may have acquired up to $121 million in unneeded
material. The responsible Navy command agreed that of the $114.5 mil-
lion, $36.7 million represented potential excess. The command claimed
that the remainder was required by the contractor. The Naval Audit Ser-
vice disagreed and requested that the Chief of Naval Operations review
this matter. The Navy command agreed that the additional $7.1 million
was excess and requested disposition instructions.

An August 1986 report noted that the contractor (McDonnell Douglas
Corporation) retained about $126 million of government property in
support of aircraft programs that did not have any demand during a 12-
month period.’ The report cited an additional $20 million of excess gov-
ernment property that supported the contractor’s missile program. The
report concluded that about $50 million in potential savings might be
realized by redistributing or disposing of GFM inventories that appeared
to be excess to requirements. The responsible Navy command concurred
with the results and had (1) transferred $30 million of the excess inven-
tory to other users, (2) disposed of $5 million because it was obsolete,
and (3) agreed to review the remaining excesses to determine the bene-
fits to be gained from redistribution and disposal.

The FAR, Navy regulations, and contract provisions prescribe that con-
tractors be responsible for establishing and maintaining property con-
trol systems to account for, control, and safeguard GFM. Further, the
contractors’ property records constitute the government’s only official
records of GFM. The contractors’ systems and records should at least
identify all GFM in the contractors’ possession, require periodic physical
inventories of GFM, and maintain physical control and adequate safe-
guards to prevent the theft and loss of material.

Weaknesses in contractor controls over GFM have been reported by the
Naval Audit Service since at least 1976. Our work disclosed that prob-
lems in this area continue. For four contractors who maintained the offi-
cial government property records, prior Navy property administration
surveys and our work identified a number of serious weaknesses in the

'Contract Administration, Procurement, and Other Selected Functions at the Naval Plant Representa-
tive Office, Bethpage, New York (Report No. A20076. June 30. 1987).

°Addendum to: Contract Administration, Procurement, and Other Selected Functions at the Naval
Plant Representative Office, St. Louis. Missouri (Report No. A20684L. Aug.. 1986).

Page 25 GAO/NSIAD-88-150 Contractor Access to DOD Supply System



Chapter 3

Management, Accountability, and Financial
Controls Over Material Provided to
Contractors Are Inadequate

internal controls over GFM. For example:

At the Sikorsky Aircraft Division plant, the Navy property administra-
tor’'s annual property surveys for 1982-86 disclosed that the contractor
(1) had no written procedures for conducting physical inventories, (2)
had not taken annual GFM inventories, (3) was not adequately monitor-
ing GFM under the control of subcontractors, (4) did not report all
instances of GFM losses and damage, (5) had lost material when transfer-
ring between locations, and (6) was not recording property balances that
differed significantly from the property administrator’s physical inven-
tory. In December 1986, the NAVPRO threatened the contractor with dis-
approval of his property control system. Sikorsky officials agreed that
these problems were long-standing and said that they planned to take
corrective actions.

At the Computer Sciences Corporation, we found that the contractor’s
property records did not include over $670,000 of GFM that was at a sec-
ondary location. In addition, the contractor removed a computer mem-
ory module valued at $26,000 from stock without recording that it had
been issued and later replaced with another module without recording
its receipt. In the contractor’s response to our draft report, it stated that
the material at the secondary location has now been recorded in its
property control records.

At Point Mugu, Computer Sciences Corporation and RCA Corporation
personnel told us that employees had removed GrM items from the stock
inventories without recording their removal. Neither they nor we could
determine the extent of this practice because no records had been made
of the transactions.

In its response to our draft report, RCA stated that we had only
observed one instance where GFM was removed without recording it on
the records. However, the contractor acknowledged that potential for
unrecorded GFM removal exists because his storage area is insufficient to
properly control access to the GFM. Computer Sciences Corporation also
admitted occasional unrecorded removal of GFM was a problem. The con-
tractor also believed that a contributing factor was the lack of fully
secured storage areas.

The Naval Audit Service disclosed similar contractor government-fur-
nished material (GFM) as well as other government property control
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problems. For example:

« A May 1985 report stated that a contractor with over $303 million of
government property, including $36 million of GFM, operated with out-
n
|
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dures, which had been approved in the early 1970s, had not been
updated. The report concluded that, as aresult, t
that the property was adequately controlled.

» A September 1983 report said that the property control system used by
a contractor, which had about $210 million of government property,
was cited by the government’s annual system surveys as deficient.* The
report explained that, although the contractor had instituted a new sys-
tem to correct past deficiencies, the last inventory showed that 1,499
items valued at $3.7 million could not be located and $28.2 million of
tooling and industrial plant equipment had never been inventoried.

« An August 1983 report stated that two contractors had been provided
about $1.1 billion of GFM under two contracts for the construction of air-
craft carriers and submarines, but they had never performed physical

inventories as required by the FAR.” Government-furnished material pro-
vided for the carrier contract totaled $736 million and for the submarine
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Administration maintains adequate controls over government property. Our work
showed that weaknesses remain in the government’s oversight of GFM in
the possession of contractors.

These annual surveys cover 10 categories ranging from acquisition, use,
and consumption to receiving and record-keeping. Deficiencies noted
during these surveys are to be reported to the contractor for prompt
corrective actions. If the contractor fails to maintain an effective prop-
erty control system, the contractor’s system may be disapproved and

3Contract Administration, Procurement, and Other Selected Functions at the Naval Plant Representa-
tive Office, Stratford, f*nnnpnfmnr (Report No. A20664L, May 9, 1985)

e e, airallo LONNEeCLICUL (Repor ALUDDaL, 1382 ).

4 Audit of Government Furnished Property in the Possession of Contractors and Grantees Phase 11

e N ONAES

(Report No. G20052, Sept. 29, 1983).

"Phase I of the Interservice Audit of Government Furnished Materia) in the Possession of Contractors
and Grantees (Report No. C20052, Aug. 1, 1983).
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the contractor can be held financially liable for future losses of govern-
ment property. General guidance to property administrators for per-
forming the surveys is given in supplement 3 to the FAR.

Our review of property administrators’ annual survey reports showed
that surveys were not always performed annually, corrective actions on
deficiencies were not always taken, and internal control weaknesses
were not reported by the property administrators. Examples of inade-
quate government oversight for GFM follow.

As discussed earlier, the property administrator’s 1982-86 annual
surveys at the Sikorsky Aircraft Division plant disclosed a number of
serious deficiencies, including some that were recurring, in the contrac-
tor’s property control system. The contractor agreed to take corrective
actions on the deficiencies when the NAVPRO threatened the contractor in
December 1986 with disapproval of its property control system.

The property administrator’s 1984 and 1985 surveys at Computer Sci-
ences Corporation reported that the contractor was using higher than
authorized priority designators to requisition GFM.¢ This situation still
existed during our review. We found that on 25 of 26 randomly selected
requisitions, the contractor cited higher priority designators than autho-
rized by Navy regulations. At RCA Service Company, we also found that
the Navy had inserted higher priority designators than authorized on 12
of 15 randomly selected GFM requisitions. The property administrator
had not reported this matter in his annual survey reports. A Navy offi-
cial told us that the Navy had used the higher priority designator to help
RCA more effectively compete for materials against other organizations
and reduce back-order delays.

At the Computer Sciences Corporation, we noted that the contractor’s
property records did not include over $670,000 of GFM; this figure was
not included in the annual inventory total. The government was not
aware of this omission. This situation was not detected because there
was no government property administrator assigned during fiscal year
1986; in fiscal year 1987, the property administrator told us he had not
been given the authority to review the contractor’s operations. Contrac-
tor personnel told us that the GFM was removed from their property con-
trol records when issued. However, they agreed that they should have
accounted for the material until it was actually used. In response to our

YPriority designators are assigned to requisitions on the basis of criticality of needs, ranging from
work stoppage to routine stock replenishment. The priority of the requisition determines the priority
placed on filling the requisition and the mode of transportation. According to a Defense Logistics
Agency report, the use of high priority designators often results in premium pay to personnel filling
the requisition and in premium transportation costs.
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draft report, the contractor stated that the company has now recorded
the GFM in the property control records.

The Naval Audit Service has reported similar problems since 1976. The
following are examples of weaknesses noted in three recent reports:

A June 1987 report said that property administration was not per-
formed or insufficiently performed to adequately evaluate the contrac-
tor's (Grumman) property system, which controlled $3.4 billion of
government-furnished property located in 5 states and at about 400 sub-
contractors.” This deficiency was attributed to an insufficient number of
government personnel assigned to property administration.

A September 1986 report cited deficiencies in the Navy’s oversight of
$41.3 million in government-furnished property provided to its contrac-
tors at the Navy’s Pacific Missile Range Facility, Kekaha, Kauai,
Hawaii.? The report said that (1) the last annual property survey was
performed in 1984 and (2) the survey documentation was a brief narra-
tive that did not include information necessary to support the conclu-
sions reached concerning the adequacy of the contractor’s controls. The
report concluded that these conditions existed primarily because a full-
time property administrator had not been assigned to the contract.

A March 1986 report cited inadequate Navy oversight of a contractor
(Johns Hopkins University/Applied Physics Laboratory) that had $138
million of government property at the university and at several remote
locations.” The report included the following two problems: (1) property
surveys were not performed at six remote locations that had about $4.7
million of government property, and (2) documentation was not availa-
ble to support the Navy’s approval of the contractor’s property control
system. One of the reasons cited for not surveying the remote locations
was the lack of property administration personnel.

We have also found similar personnel shortages at the Naval Regional
Contract Center, Long Beach, California. The Center, which awards all
types of contracts for the western part of the United States, did not
have any property administrators and needed to rely on the military
installations to provide property administration. Of the 120 military

Contract Administration, Procurement, and Other Selected Functions at the Naval Plant Representa-
tive Office, Bethpage, New York (Report No. A20076. June 30,1987).

8Selected Aspects of Range Operations at the Pacific Missile Test Center, Point Mugu, California
(Report No. C14506, Sept. 29, 1986).

9Internal Controls, Contract Administration, Property Administration and Firancial Management at
Naval Plant Representative Office, Laurel, Maryland (Report No. A30145, Mar. 20, 1986).
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Accountability and
Financial Controls

installations the Center served, only Point Mugu had a property
administrator.

Since 1967, we—as well as congressional committees—have criticized
poD and the services for not having established property accountability
and financial accounting controls over GFM. We have previously recom-
mended that DOD and the services establish accounting systems that ade-
quately account for (1) the quantity and value of government material
authorized and provided to contractors and (2) the receipt and use of
this material by contractors.'* As a result, DOD took action in two
areas-—property accountability and financial accounting. The Navy has
made some progress and is continuing to improve in the property
accountability area. However, poD is awaiting the Navy’s plans in the
financial accounting area.

In the property accountability area, DOD established a database system
in August 1986 called the ‘“‘Department of Defense Industrial Property
Management System.” This system is to provide managers with suffi-
cient visibility to adequately manage government-owned assets that are
under their responsibility. Specifically, using contractor reports gener-
ated from the property records, the system tracks the beginning and
ending fiscal year on-hand balances of all DOD property on a contract-by-
contract basis. The balances are expressed in terms of quantity (except
for government material) and dollar value. DOD has completed its data
collection effort for fiscal year 1986 and already reported the result. It
is now working on fiscal year 1987 data.

Although the actions taken by DOD in the property accountability area
are steps in the right direction, we are concerned about the accuracy and
completeness of the data reported. Our review of the 1986 DOD property
report disclosed that it was incomplete, because not all contractors with
property had submitted the required data. For example, three Navy con-
tractors we reviewed, who had about $21.2 million of GFM under three
contracts, had not reported the necessary data. Another Navy contrac-
tor who had reported the data did not include two contracts with mate-
rial valued at about $22.5 million in his data submission. The same
contractor also did not include GFM values for over 56,500 line items out
of a total of over 65,700 line items on 4 other contracts. The value of the

'Need for Improvements in Controls Over Government-Owned Property in Contractors’ Plants (B-
140389, Nov. 1967); and Weaknesses in Accounting for Government-Furnished Materials at Defense
Contractors’ Plants Lead to Excesses (FGMSD-80-67, Aug. 1980).
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remaining 9,200 line items was about $59.6 million. In addition, a 1987
Naval Audit Service report disclosed that a contractor had overstated
the GFM value on his records by $1.5 billion. The Audit Service also
pointed out that it could not account for an additional $900 million of
government property recorded in the contractor’s property system.

The contractor reports do not contain data dealing with the amount of
government material added (acquired) and deleted (used, returned, or
disposed of) during each fiscal year. DoD officials informed us that they
decided not to include the additions and deletions because they believed
the collection of such data would not be cost-effective.

We believe that information on the value of additions and deletions is
desirable for several reasons. First, managers at various levels need to
know the amounts of material that have been provided, used, or dis-
posed of under each contract, for each command, or for each service.
Second, the information can be used to identify contracts with potential
excess material by relating on-hand balances to additions or deletions.
Third, the information would give details on material provided on con-
tracts where work has been completed. Also, the value of the material
added or deleted could be significant compared to the value of the
inventory maintained. For example, Lockheed obtained over $600,000 in
GFM during an 18-month period (October 1985 through December 1986)
but had a zero-inventory balance. On the other hand, the RCA Service
Company obtained about $500,000 in GFM during fiscal year 1986 and
had an inventory balance of $1 million.

Navy officials stated that in order for the property accountability sys-
tem to work effectively, improvements in contractual terms and prop-
erty administration would be required. Some improvements that these
officials believe are necessary include

requiring major commands to incorporate annual property reporting
clauses in contracts;

prescribing an accounting method for pricing the GFM inventory;
approving or disapproving the contractor’s property system by the gov-
ernment’s contract administration office;

independently verifying contractor’s records by the government’s con-
tract administration office, which would include, tracing and verifying
receipts, issues, transfers, and disposals of GFM, and verifying that GFM
was actually used on the appropriate contract; and

obtaining contractors’ annual property reports by the Navy from other
DOD departments and agencies in a timely manner.
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bility area. For example the Navy has developed tested and started
implementing a procedure at two contractor locations to determine if the
contractors’ property records accurately reflect the shipments of GFM
from other contractors and DoD wholesale supply activities. This verifi-
cation is based on shipment listings and documents obtained from
sources other than the contractor whose records are being verified. We
believe these procedures (1) provide the government contract adminis-
trators the techniques to verify receipts and (2) strengthen internal con-
trols because the information used for the verification is provided by
external sources.

In the financial accounting area, DoD published its accounting manual
poD 7220.9-M in October 1983. This established financial property
accounting principles to be implemented by the services in their
accounting systems. The manual includes a general ledger control
account for GFM. Entries in the account are to be made when the govern-
ment ships or otherwise furnishes material to contractors, and when the

contractor delivers or returns the product to or disposes of the material
for the government.

According to the March 1985 testimony before the House Committee on
Government Operations and other information obtained, a DOD official
stated the Navy would have a fully implemented financial property
accounting system for GFM by 1989. However, as of April 1988, the Navy
had not submitted its GFM financial accounting plan to pob for review
and approval.

In the Navy’s 1985, 1986, and 1987 reports to DOD on how it has met the
objectives of the Federal Managers’ Financial Integrity Act of 1982, cer-
tain GFM internal control weaknesses were noted. Specifically, the
reports stated that there was a lack of monitoring and control over GFM
at Navy contractor plants and that financial accounting of material
inventories in the possession of Navy contractors was inadequate. The
1987 report estimated that corrective actions would continue through
August 1988.
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The Navy has had long-standing problems with accounting for and con-
trolling GFM provided to contractors. Although actions have been taken
to correct the situation, a number of significant problems remain and
offer the potential for fraud, waste, and abuse.

Management control weaknesses pertaining to authorizing, issuing, and
monitoring GFM continue to occur because the Navy has not fully imple-
mented DOD government-furnished equipment policies or complied with
its own policies. Although regulations have been in force since the early
1980s, the Navy has only recently drafted an instruction requiring that
(1) decisions to provide GFM be based on sound rationale and be docu-
mented and (2) systems be established and that management control
activities (MCA) be designated to review and approve GFM requisitions for
contracts. Also, DOD or Navy GFM policies are not being complied with in
that

« Navy organizations are not documenting the decisions to authorize GFM
under maintenance contracts,

» the Navy has made little progress in establishing fully operational MCAs
for maintenance contracts and has not yet established a target date for
implementing MCA controls on its other contracts,

« Navy contractors did not have effective property control systems and
were not promptly reporting excess GFM, as required by the FAR, and

» government property administrators’ oversight of Navy contractors’
property control systems was inadequate and did not assure that poten-
tial excess GFM was reported by contractors. A contributing factor to the
government’s inadequate oversight over GFM was a shortage of person-
nel assigned to property administration.

The Navy has taken some steps to improve property accountability over
GFM. However, much more needs to be done in the area of contract and
property administration for the property accountability system to work
effectively. In the area of financial accounting for GFM, the Navy has not
yet met DOD’s accounting manual requirements.

In the Navy’s 1985, 1986, and 1987 annual Federal Managers’ Financial
Integrity Act reports, the controls over GFM were cited as a material
weakness. The 1987 report estimated that corrective actions would con-
tinue through August 1988. Although the corrective actions primarily
concern the issuance of policy and manuals, our review found that the
major weakness in the GFM area is primarily a matter of policy imple-
mentation. Therefore, the inadequate control of GFM should be reported
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as a material weakness until the Navy assures itself that GFM policies
have been properly implemented.

Recommendations

We recommend that the Secretary of the Navy

require that decisions to allow contractors to obtain GFM are justified in
advance, in writing, and are adequately documented to demonstrate
that they are in the government’s best interest from a cost-effective or
other critical standpoint, as required by the FAR, DOD, and Navy
regulations;

ensure that Navy contractors and organizations fully comply with and
enforce the FAR and DOD and Navy policies on authorizing, issuing, and
overseeing government-furnished material. To ensure that this is done,
monitoring may be required until it is evident that the long-standing
problems in controlling GFM have been corrected;

identify and make available, as appropriate, the additional resources
needed for effective property administration;

further improve property accountability for government material and
develop and implement a financial accounting system that satisfies boD’s
accounting manual requirements; and

continue reporting the inadequate control of GFM as a material weakness
in the Navy’s annual Federal Managers’ Financial Integrity Act report to
DOD until corrective actions have been taken.

Agency Comments and
Our Evaluation

DOD generally concurred with our findings and recommendations, and it
outlined corrective actions for all recommendations without furnishing
estimated completion dates.

DOD agreed that the Navy has not prepared the detailed analyses and
written justifications required when GFM had been supplied. In response
to our recommendation, DOD agreed that the Navy should reemphasize
the requirement and monitor its implementation.

DOD agreed that the Navy has not yet fully implemented the Mca concept
as envisioned by DOD. It concurred that the January 1988 Navy draft
instruction implementing Mcas for all types of contracts will, if properly
implemented, improve existing Navy GFM requisition review and
approval procedures. DOD stated that publication of the draft instruction
was a top priority. It also noted that subsequent implementation of the
MCA concept at both the wholesale and retail levels is contingent upon
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implementating an approved change to the Military Standard Requisi-
tioning and Issue Procedures that institutes validation procedures on
contractor requisitions on government material. The change is currently
projected to be implemented in 1989.

DOD concurred that GFM management practices needed to be upgraded.
DOD stated that there is a need to have greater visibility of GFM at con-
tractor locations and to make the disposition of material assets, when no
longer required for the contract, more timely. However, DoD did not
agree with our use of the Naval Audit Service’s and contractors’ 12-
month criteria for identifying potential excess material. DoD stated that
other factors, such as the placement of material at contractor locations
to prevent contract performance delays, are not considered in the crite-
ria. DOD also believed that, in some instances, use of excess material on
follow-on contracts may result in the most efficient use of the material.

We agree that a number of factors need to be considered when determin-
ing actual material excesses, since the use of excess material on follow-
on contracts can be beneficial to the government in some instances.
However, in order to determine actual material excesses, poD and the
contractors need a technigue to identify potential excess material. In
the Navy contracts reviewed, we found no technique or method that
could accomplish this. Therefore, we used the 12-month criteria because
we believed that it was reasonable for identifying potential excesses
and that it did so in a conservative and practical manner. Also, the 12-
month period coincides with the period specified by the Far for the per-
formance of government property surveys.

DOD agreed that there are continuing weaknesses in contractor property
control systems and government property administration. In response to
our recommendation, DOD reported that the Navy has

initiated a FAR change that will require contractors to maintain their
government property systems on an equivalent basis as systems used
for their own property,

started a project to review the government contract administration ser-
vices, including property oversight, for contracts performed on military
installations,

started developing a course for those personnel assigned property
administration responsibilities but lack the background or experience,
and

started an intern program to increase the professionalism of property
administrators.
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(391568)

DOD agreed that the Navy has not yet developed the financial accounting
for GFM as required by its accounting manual. The Office of the Secre-
tary of Defense (Comptroller) and the Navy are working together to
determine the most cost-effective methods for implementing the finan-
cial accounting requirements. DOD also stated that using contractor
records as the official records of government-owned material was a
sound and practical management policy. DOD voiced concern over the
cost to the government of duplicating contractor records by the govern-
ment without providing the government any additional information.
Instead, pop highlighted the Navy’s program to verify contractor
records using government-generated material requisition and issue data.
DOD also noted that the integrity of contractor approved property cen-
tral systems are verified by property system surveys conducted in
accordance with DOD regulation.

We believe that the verification procedures, if properly implemented,
are a step in the right direction. However, we are uncertain whether the
Navy can rely on the government’s annual property administration
surveys to maintain the integrity of the contractors’ property records
and resultant reports. As illustrated in this report, there have been long-
standing problems associated with both the contractors’ property sys-
tems and the government’s performance of property administration.
Based on DOD’s comments, we have clarified the property accountability
and financial control areas discussed in this report, including the related
recommendation.

DOD also acknowledged the existence of material weaknesses in the GFM
area and agreed to continue reporting these material weaknesses in the
Navy’'s Federal Managers’ Financial Integrity Act annual statement to
DOD until corrective actions have been taken.

We believe that the Navy actions are a step in the right direction and, if
implemented properly and in a timely fashion, will alleviate the long-
standing problems pertaining to the management controls, accountabil-
ity, and financial accounting for GFM.

The responses we received from three contractors concerned (1) clarifi-
cation or additions to information presented in this report or (2) pre-
sentations of their actions. The responses were incorporated as
appropriate.

Page 36 GAO/NSIAD-88-150 Contractor Access to DOD Supply System



) Requests for copies of GAO reports should be sent to:
U.S. General Accounting Office
Post Office Box 6015
Gaithersburg, Maryland 20877
Telephone 202-275-6241

The first five copies of each report are free. Additional copies are
$2.00 each.

There is a 26% discount on orders for 100 or more copies mailed to a
single address.

Orders must be prepaid by cash or by check or money order made out to
the Superintendent of Documents.

BT AL




United States
General Accounting Office
Washington, D.C. 20548

Official Business
Penalty for Private Use $300

First-Class Mail
Postage & Fees Paid
GAO
Permit No. G100






